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SUGGESTED  METHOD  FOR  PREVENTING  DOUBLE  DEDUC- 
TION OF  TAX-EXEMPT  INCOME 


1.    STATEMENT    OF    PLAN 

For  purposes  of  taxation  under  the  proposed  legislation,  and  in 
order  to  prevent  discrimination,  a  percentage  of  the  earnings  on  each 
and  every  investment  of  a  life  insurance  company  (based  on  the  5-year 
earnings  rule  in  phase  1)  would  be  considered  as  being  set  aside  in 
trust  for  the  benefit  of  policyholders,  and  would  be  exempt  from  tax 
under  this  law.  This  amount  would  include  the  specified  percentage 
of  the  total  earnings,  if  any,  from  tax-exempt  securities,  from  corpo- 
rate stocks,  corporation  bonds,  taxable  Government  obligations, 
mortgages,  and  from  other  investment  sources. 

From  the  percentage  of  the  earnings  remaining  after  the  exemp- 
tion on  each  and  every  investment,  there  would  be  deducted  all  the 
remaining  earnings  from  tax-exempt  securities  and  85  percent  of  the 
earnings  received  as  dividends  from  other  corporations.  The  balance 
remaining  in  the  portion  of  the  earnings  of  each  and  every  investment, 
after  the  above  deductions,  would  be  subject  to  the  regular  corporate 
income  tax  rates. 

In  addition,  a  provision  should  be  added  to  the  effect  that  if  it  is 
established  in  any  case  that  the  application  of  the  definition  of  tax- 
able investment  income  contained  in  the  preceding  sentences  results 
in  the  imposition  of  tax  on  any  interest  which  under  section  103  is 
excluded  from  gross  income,  adjustment  should  be  made  to  the  extent 
necessary  to  prevent  such  imposition. 

This  approach  could  be  similarly  applied  to  phase  2.  The  pro- 
cedure in  phase  2  would  be  the  same  except  that  the  percentage  of 
the  earnings  on  each  investment  considered  to  be  held  in  trust  for 
the  benefit  of  policyholders  and  exempted  from  taxation  would  be 
based  on  the  ratio  of  required  interest  (as  figures  by  the  company 
on  its  books)  to  investment  earnings. 

2.    REVENUE    EFFECT 

This  approach  would  have  practically  no  effect  on  the  revenues 
under  H.R.  4245  under  phase  1  or  under  phase  2. 

3.    STATUS    OF    TAX-EXEMPT    INTEREST 

In  the  opinion  of  the  Treasury  Department  and  the  joint  committee 
staff,  this  approach  would  not  result  in  levying  a  tax  on  tax-exempt 
interest. 

4.    LOOPHOLE    PROBLEM 

Since  the  suggested  approach  does  not  allow  a  double  deduction, 
it  would  not  form  a  loophole. 
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5.    ILLUSTRATIONS 

The  operation  of  the  suggested  approach,  as  compared  with  the 
method  under  H.R.  4245  in  its  present  form,  is  illustrated  by  the 
following  examples.  Tax  computations  are  shown  under  H.R.  4245 
as  amended  to  base  the  policy  interest  deduction  on  the  5-year  average 

earned  rate. 

Basic  assumptions 

Assets $1,000 

Capital  and  surplus 100 

Reserves 900 

Percent 

Assumed  rate 3 

Current  earued  rate * 4 

5-year  average  earned  rate  on  taxables l'_  _  3.  8 

5-year  average  earned  rate  on  tax-exempts 2.  8 

5-year  average  earned  rate  on  portfolio  90  percent  in  taxables  and  10 

percent  in  tax-exempts ._ 3.  7 

Case  /. — $1,000  invested  in  taxables  at  4  percent: 

Tax  computation,  phase  1 


H.R.  4245  in 

its  present 

form 

Under 

proposed 

amendment 

Investment  income. ..  

$40.00 

Investment  income.     

Exemption  for  policyholder  interest 
(78.7  percent)  .2 

$40.00 
31.46 

Policy  and  other  contract  liability 

deduction. 
Adjustment  for  tax-exempt  interest- .. 

i  31.  46 
None 

Total 

31.46 

8.54 

8.54 

1  Deduction  rate  3.8  percent  Xadjusted  reserves  $828 
'  3.8  percentX828^31.46 
40  40 


1  less  8  percent). 


=78.7  percent. 


Tax  computation,  phase  2 


H.R.  4245  in 

its  present 

form 

Under 

proposed 

amendment 

$40.00 
'27.00 

Investment  income 

Exemption  for  policvholder  interest 
(67.5  percent).2 

Taxable  portion  included  in 
net  operating  gain. 

$40  00 

27  00 

13.00 

Taxable    portion    included    in 
net  operating  gain. 

13.00 

1  Assumed  rate  3  percent X  policy  reserves  $900. 

s  3  percentXOOO    27    „„  . 
jO -40=67.5  percent. 
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Case  2. — $900  invested  in  taxables  at  4  percent,  $100  invested  in  tax-exempts 
at  3  percent: 

Tax  computation,  phase  1  . 


H.R.  4245 
in  its  pres- 
ent form 

Under  proposed 
amendment 

Taxable 

Tax-exempt 

$39. 00 
3.00 

$36.00 
28.59 

$3.00 

Exemption  for  policyholder  in- 
terest (79.4  percent).! 

Remainder 

36.00 

come. 

7.41 

.62 

Deduction  for  remaining   tax- 
exempt  interest. 

Tax  base 

Policv  and  other  contract  liabil- 

2 30. 97 
2.38 

.62 

ity  deduction. 
Adjustment  for  tax-exempt  inter- 
est (79.4  percent  X3). 

7.41 

Total.-. 

28.59 

7.41 

1  $30.97-5- toad  investment  earnings.  $39. 

"-  Deduction  rate  3.7  percentXadjusted  reserves,  $837 


less  7  percent). 
Tax  computation,  phase  2 


H.R.  4245 
in  its  pres- 
ent form 

Under  proposed 
amendment 

Taxable 

Tax-exempt 

$39. 00 
3.00 

Investment  income  .  

$36.00 
24.92 

$3.00 

Exemption  for  policyholder  in- 
terest (69.2  percent).' 

2.08 

Taxable     investment     in- 

36.00 

11.08 

.92 

Deduction   for   remaining   tax- 
exempt  interest. 

Taxable  portion  included 
in  net  operating  gain. 

92 

T)               ■    nA    -ntc 

2  27.00 
2.08 

Adjusted  for  tax-exempt  interest 
(69.2  percentX3). 

11.08 

Net  deduction. 

24.92 

Taxable  portion  included 
in  net  operating  gain. 

11.08 

1  $27 -=- total  investment  earnings  $39. 

2  Assumed  rate  3  percent  X policy  reserves  $900. 
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6.    SUGGESTED    DRAFT 

Amendments  to  sections  804,  805,  and  806 

Amend  subpart  B  (beginning  on  page  7,  line  7)  to  read  as  follows: 

"Subpart  B — Investment  Income 

"Sec.  804.  Taxable  investment  income. 

"Sec.  805.  Policy  and  other  contract  liability  requirements. 

"Sec.  806.  Certain  changes  in  reserves  and  assets. 

"SEC.  804.  TAXABLE  INVESTMENT  INCOME. 

"(a)  in  General. — 

"(1)  Exemption  of  policyholders'  share  of  investment 
yield. — The  policyholders'  share  of  each  and  every  item  of 
investment  yield  (including  wholly-exempt  interest,  partially  tax- 
exempt  interest,  and  dividends  received)  of  any  life  insurance 
company  shall  not  be  included  in  taxable  investment  income. 
For  purposes  of  the  preceding  sentence,  the  policyholders'  share 
of  any  item  shall  be  that  percentage  obtained  by  dividing  the 
policy  and  other  contract  liability  requirements  by  the  investment 
yield. 

"(2)  Taxable  investment  income  defined. — For  purposes  of 
this  part,  the  taxable  investment  income  for  any  taxable  year 
shall  be  an  amount  (not  less  than  zero)  equal  to  the  life  insurance 
company's  share  of  the  sum  of  each  and  every  item  of  investment 
yield  (including  tax-exempt  interest,  partially  tax-exempt  interest, 
and  dividends  received),  reduced  b.y — 

"(A)  the  life  insurance  company's  share  of  the  sum  of — 
"(i)  the  amount  of  interest  which  under  section  103 
is  excluded  from  gross  income, 

"(ii)  the  deduction  for  partially  tax-exempt  interest 
provided  by  paragraph  (3),  and 

"(iii)  the  deductions  allowed  by  sections  243,  244,  and 
245  (relating  to  dividends  received) ;  and 
"(B)  the  small  business  deduction  provided  by  paragraph 
(4). 
For  purposes  of  the  preceding  sentence,  the  life  insurance  com- 
pany's share  of  any  item  shall  be  that  percentage  which,  when 
added  to  the  percentage  obtained  under  the  second  sentence  of 
paragraph  (1),  equals  100  percent.     If  it  is  established  in  any 
case  that  the  application  of  the  definition  of  taxable  investment 
income  contained  in  the  preceding  sentences  results  in  the  im- 
position of  tax  on  any  interest  which  under  section  103  is  ex- 
cluded from  gross  income,  adjustment  shall  be  made  to  the  ex- 
tent necessary  to  prevent  such  imposition. 

"(3)  Partially   tax-exempt   interest. — The   deduction   re- 
ferred to  in  paragraph  (2)(A)(ii)  is  an  amount  which  bears  the 
same  ratio  to  the  amount  allowable  as  a  deduction  under  section 
242  (relating  to  deduction  for  partially  tax-exempt  interest)  as — 
"(A)  the  normal  tax  rate  for  the  taxable  year  prescribed 
by  section  11,  bears  to 

"(B)  the  sum  of  the  normal  tax  rate  and  the  surtax  rate 
for  the  taxable  year  prescribed  by  section  1 1 . 
"(4)  Small  business  deduction. — The  deduction  referred  to 
in  paragraph  (2)  (B)  is  an  amount  equal  to  10  percent  of  the  in- 


term 
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vestment  yield  for  the  taxable  year.     The  deduction  under  this 
paragraph  shall  not  exceed  $25,000. 
"(b)  Gross  Investment  Income. — For  purposes  of  this  part,  the 
"  'gross  investment  income'  means  the  sum  of  the  following: 
"(1)  Interest,  etc — The  gross  amount  of  income  from — 
"(A)  interest,  dividends,  rents,  and  royalties, 
"(B)  the  entering  into  of  any  lease,  mortgage,  or  other 
instrument    or   agreement   from   which    the   life   insurance 
company  derives  interest,  rents,  or  royalties,  and 

"(C)  the  alteration  or  termination  of  any  instrument  or 

agreement  described  in  subparagraph  (B). 

"(2)  Short-term  capital  gain. — In  the  case  of  a  taxable  year 

beginning  after  December  31,  1958,  the  amount  (if  any)  by  which 

the  net  short-term  capital  gain  exceeds  the  net  long-term  capital 

loss. 

"(3)  Trade   or  business  income. — The  gross  income  from 

any  trade  or  business  (other  than  an  insurance  business)  carried 

on  by  the  life  insurance  company,  or  by  a  partnership  of  which 

the  life  insurance  company  is  a  partner.     In  computing  gross 

income  under  this  paragraph,  there  shall  be  excluded  any  item 

described  in  paragraph  (1). 

Except  as  provided  in  paragraph  (2),  in  computing  gross  investment 

income  under  this  subsection,  there  shall  be  excluded  any  gain  from 

the  sale  or  exchange  of  a  capital  asset,  and  any  gain  considered  as  gain 

from  the  sale  or  exchange  of  a  capital  asset. 

"(c)  Investment  Yield  Defined. — For  purposes  of  this  part,  the 
term  'investment  yield'  means  the  gross  investment  income  less  the 
following  deductions — 

"(1)  Investment  expenses. — Investment  expenses  for  the 
taxable  year.  If  any  general  expenses  are  in  part  assigned  to 
or  included  in  the  investment  expenses,  the  total  deduction 
under  this  paragraph  shall  not  exceed  the  sum  of — 

"(A)  one-fourth  of  one  percent  of  the  mean  of  the  assets 
(as  defined  in  section  805(b)(3))  held  at  the  beginning  and 
end  of  the  taxable  year, 

"(B)  the  amount  of  the  mortgage  service  fees  for  the  tax- 
able year,  plus 

"(C)  whichever  of  the  following  is  the  greater: 

"(i)  one-fourth  of  the  amount  by  which  the  invest- 
ment yield  (computed  without  any  deduction  for  invest- 
ment expenses  allowed  by  this  paragraph)  exceeds  3% 
percent  of  the  mean  of  the  assets  (as  defined  in  section 
805(b)(3))  held  at  the  beginning  and  end  of  the  taxable 
year,  reduced  bv  the  amount  described  in  subparagraph 
(B),  or 

"(ii)   one-fourth  of  one  percent  of  the  mean  of  the 
value  of  mortgages  held  at  the  beginning  and  end  of 
the  taxable  year  for  which  there  are  no  mortgage  service 
fees  for  the  taxable  year. 
"(2)  Real  estate  expenses. — The  amount  of  taxes  (as  pro- 
vided in  section  164),  and  other  expenses,  for  the  taxable  year 
exclusively  on  or  with  respect  to  the  real  estate  owned  by  the 
company.     No  deduction  shall  be  allowed  under  this  paragraph 
for  any  amount  paid  out  for  new  buildings,  or  for  permanent 
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improvements  or  betterments  made  to  increase  the  value  of  any 
property. 

"(3)  Depreciation. — The  deduction  allowed  by  section  167. 
The  deduction  under  this  paragraph  and  paragraph  (2)  on  ac- 
"  count  of  any  real  estate  owned  and  occupied  for  insurance  pur- 
poses in  whole  or  in  part  by  a  life  insurance  company  shall  be 
limited  to  an  amount  which  bears  the  same  ratio  to  such  deduc- 
tion (computed  without  regard  to  this  sentence)  as  the  rental 
value  of  the  space  not  so  occupied  bears  to  the  rental  value  of  the 
entire  property. 

"(4)  Depletion. — The    deduction    allowed    by    section    611 
(relating  to  depletion) . 

"(5)  Trade  opl  business  deductions. — The  deductions  al- 
lowed by  this  subtitle  (without  regard  to  this  part)  which  are 
attributable  to  any  trade  or  business  (other  than  an  insurance 
business)  carried  on  by  the  life  insurance  company,  or  by  a 
partnership  of  which  the  life  insurance  company  is  a  partner; 
except  that  in  computing  the  deduction  under  this  paragraph — 
"(A)  There  shall  be  excluded  losses — 

"(i)  from  (or  considered  as  from)  sales  or  exchanges  of 
capital  assets, 

"(ii)  from  sales  or  exchanges  of  property  used  in  the 
trade  or  business  (as  defined  in  section  1231(b)),  and 

"(iii)  from  the  compulsory  or  involuntary  conversion 

(as  a  result  of  destruction,  in  whole  or  in  part,  theft  or 

seizure,  or  an  exercise  of   the  power  of  requisition  or 

condemnation  or  the  threat  or  imminence  thereof)  of 

...    property  used  in  the  trade  or  business  (as  so  defined). 

"(B)  Any  item,  to  the  extent  attributable  to  the  carrying 

on  of  the  insurance  business,  shall  not  be  taken  into  account. 

"(C)  The  deduction  for  net  operating  losses  provided  in 

section    172,    and    the   special   deductions   for   corporations 

provided  in  part  VIII  of  subchapter  B,  shall  not  be  allowed. 

"SEC.  805.  POLICY  AND  OTHER  CONTRACT  LIABILITY  REQUIREMENTS. 

"(a)  In  General. — -For  purposes  of  this  part,  the  term  'policy  and 

other  contract  liability  requirements'  means,  for  any  taxable  year,  the 

sum  of — 

"(1)  the  adjusted  life  insurance  reserves,  multiplied  by  the 
average  earnings  rate, 

"(2)  the  mean  of  the  pension  plan  reserves  at  the  beginning  and 
end  of  the  taxable  year,  multiplied  by  the  current  earnings  rate, 
and 

"(3)   the  interest  paid. 
"(b)  Earnings  Rates. — 

"(1)  Current  earnings  rate. — For  purposes  of  this  part,  the 
current  earnings  rate  for  the  taxable  year  is  the  amount  deter- 
mined by  dividing — 

"(A)  the  taxpayer's  investment  yield   for  such   taxable 
year,  by 

"(B)  the  mean  of  the  taxpayer's  assets  at  the  beginning 
and  end  of  the  taxable  year. 
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"(2)  Average  earnings  rate.— 

"(A)  In  general. — For  purposes  of  this  part,  the  average 
earnings  rate  for  any  taxable  year  is  the  average  of  the  cur- 
rent earnings  rates  for  such  taxable  year  and  for  each  of  the 

4  taxable- years- immediately  preceding  such  taxable  year 

(excluding  any  of  such  4  taxable  years  for  which  the  tax- 
payer was  not ,an  insurance  company). 

"(B)  Special  rules. — For  purposes  of  subparagraph  (A)— 

"(i)  the  current  earnings  rate  for  any  taxable  year 

beginning  before  January  1,  1958,  shall  be  determined 

as  if  this  part  (as  hi  effect  for  1958)  applied  to  such 

taxable  year,  and 

"(ii)  the  current  earnings  rate  for  any  taxable  year 
of    any    company    which,    for    such    year,    is    an    in- 
surance company   (but  not  a  life  insurance  company) 
shall  be   determined   as  if  this  part   applied   to   such 
company  for  such  year. 
"(3)  Assets. — -For   purposes  of   this  part,   the   term   'assets' 
means  all  assets  of  the  company  (including  nonadmitted  assets), 
other  than  real  and  personal  property  (excluding  money)  used 
by  it  in  carrying  on  an  insurance  trade  or  business.     For  purposes 
of  this  paragraph,  the  amount  attributable  to— 

"(A)  real  property  and  stock  shall  be  the  fair  market 
value  thereof,  and 

"(B)  any  other  asset  shall  be  the  adjusted  basis  (deter- 
mined without  regard  to  fair  market  value  on  December  31, 
1958)  of  such  asset  for  purposes  of  determining  gain  on  sale 
or  other  disposition. 
'(c)  Adjusted  Life  Insurance  Reserves. — 

"(1)  Adjusted  life  insurance  reserves  defined. — For 
purposes  of  this  part,  the  term  'adjusted  life  insurance  reserves' 
means — 

"(A)  the  mean  of  the  life  insurance  reserves  (as  defined 
in  section  801  (b)),  other  than  pension  plan  reserves,  at  the 
beginning  and  end  of  the  taxable  year,  multiplied  by 
"(B)  that  percentage  which  equals  100  percent — 

"(i)  increased  by  "that  percentage  which  is  10  times 
the  average  rate  of  interest  assumed  by  the  taxpayer  in 
calculating  such  reserves,  and 

"(ii)  reduced  by  that  percentage  which  is  10  times 
the  average  earnings  rate. 
"(2)  Average  interest  raie  assumed. — For  purposes  of  this 
part,  the  average  rate  of  interest  assumed  in  calculating  reserves 
shall  be  computed — 

"(A)  by  multiplying  each  assumed  rate  of  interest  by  the 
means  of  the  amounts  of  such  reserves  computed  at  that 
rate  at  the  beginning  and  end  of  the  taxable  year,  and 

"(B)  by  dividing  (i)  the  sum  of  the  products  ascertained 
under  subparagraph  (A),  by  (ii)  the  mean  of  the  total  of  such 
reserves  at  the  beginning  and  end  of  the  taxable  3rear. 
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"(d)  Pension  Plan  Reserves. — 

"(1)  Pension  plan  reserves  defined. — For  purposes  of  this 
part,  the  term  'pension  plan  reserves'  .means  that  portion  of  the 
life  insurance  reserves  which  is  allocable  to  contracts — 

"(A)  purchased  under  contracts  entered  into  with  trusts 
which  (as  of  the  time  the  contracts  were  entered  into)  were 
deemed  to  be  (i)  trusts  described  in  section  401(a)  and 
exempt  from  tax  under  section  501(a),  or  (ii)  trusts  exempt 
from  tax  under  section  165  of  the  Internal  Revenue  Code  of 
1939  or  the  corresponding  provisions  of  prior  revenue  laws; 
"(B)  purchased  under  contracts  entered  into  under  plans 
which  (as  of  the  time  the  contracts  were  entered  into)  were 
deemed  to  be  plans  meeting  the  requirements  of  section  401 
(a)  (3),  (4),  (5),  and  (6),  or  the  requirements  of  section  165 
(a)  (3),  (4),  (5),  and  (6)  of  the  Internal  Revenue  Code  of 
1939;  or 

"(C)  provided  for  employees  of  the  life  insurance  com- 
pany under  a  plan  which,  for  the  taxable  year,  meets  the 
requirements  of  section  401  (a)  (3),  (4),  (5),  and  (6). 
"(2)  Special  transitional  rule. — For  purposes  of  this  part, 
the  amount  taken  into  account  as  pension  plan  reserves  shall  be — 
"(A)  in  the  case  of  a  taxable  year  beginning  after  Decem- 
ber 31,  1957,  and  before  January  1,  1959,  zero; 

"(B)  in  the  case  of  a  taxable  year  beginning  after  Decem- 
ber 31,  1958,  and  before  January  1,  1960,  33%  percent  of  the 
amount  thereof  (determined  without  regard  to  this  para- 
graph); 

"(C)  in  the  case  of  a  taxable  year  beginning  after  Decem- 
ber 31,  1959,  and  before  January  1,  1961,  66%  percent  of 
the  amount  thereof  (determined  without  regard  to  this 
paragraph) ;  and 

"(D)  in  the  case  of  a  taxable  year  beginning  after  Decem- 
ber 31,  1960,  100  percent  of  the  amount  thereof  (determined 
without  regard  to  this  paragraph) . 
"(e)  Interest  Paid. — For  purposes  of  this  part,  the  interest  paid 
for  any  taxable  year  is  the  sum  of — 

"(1)  Interest  on  indebtedness. — -AH  interest  for  the  taxable 
year  on  indebtedness,  except  on  indebtedness  incurred  or  con- 
tinued to  purchase  or  carry  obligations  the  interest  on  which  is 
wholly  exempt  from  taxation  under  this  chapter. 

"(2)  Amounts  in  the  nature  of  interest. — All  amounts  in 
the  nature  of  interest,  whether  or  not  guaranteed,  for  the  taxable 
year  on  insurance  or  annuity  contracts  (including  contracts  sup- 
plementary thereto)  which  do  not  involve,  at  the  time  of  accrual, 
life,  health,  or  accident  contingencies. 

"(3)  Discount  on  prepaid  premiums. — All  amounts  accrued 
for  the  taxable  year  for  discounts  in   the  nature  of  interest,, 
whether  or  not  guaranteed,  on  premiums  or  other  consideration 
paid  in  advance  on  insurance  or  annuity  contracts. 
"SEC.  806.  CERTAIN  CHANGES  IN  RESERVES  AND  ASSETS. 

"(a)  Adjustments  to  Means  for  Certain  Transfers  of  Liabil- 
ities.— For  purposes  of  this  part,  if,  during  the  taxable  year,  there  is 
a  change  in  life  insurance  reserves  attributable  to  the  transfer  between 
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the  taxpayer  and  another  person  of  liabilities  under  contracts  taken 
into  account  in  computing  such  reserves,  then,  under  regulations 
prescribed  by  the  Secretary  or  his  delegate,  the  means  of  such  reserves, 
and  the  means  of  the  assets,  shall  be  appropriately  adjusted,  on  a 
daily  basis,  to  reflect  the  amounts  involved  in  such  transfers.  This 
subsection  shall  not  apply  to  reinsurance  ceded  to  the  taxpayer  or  to 
another  person. 

"(b)  Change  op  Basis  in  Computing  Reserves. — If  the  basis  for 
determining  the  amount  of  any  item  referred  to  in  section  810(c)  as 
of  the  close  of  the  taxable  year  differs  from  the  basis  for  such  deter- 
mination as  of  the  beginning  of  the  taxable  year,  then  for  purposes  of 
this  subpart  the  amount  of  such  item — 

"(1)  as  of  the  close  of  the  taxable  year  shall  be  computed  on 
the  old  basis,  and 

"(2)  as  of  the  beginning  of  the  next  taxable  year  shall  be  com- 
puted on  the  new  basis. 

Amendments  to  sections  809  and  810 

Strike  out  subsections  (a)  and  (b)  of  section  809  and  insert: 
"(a)  Gain  and  Loss  From  Operations  Defined. — 

"(1)  Gain  from  operations. — For  purposes  of  this  part,  the 
term  'gain  from  operation'  means  the  amount  by  which — 

"(A)  the  life  insurance  company's  share  of  the  investment 
yield  plus  the  sum  of  the  items  referred  to  in  subsection  (c), 
exceeds 

"(B)  the  deductions  provided  by  subsection  (d). 
"(2)  Loss  from  operations.— For  purposes  of  this  part,  the 
term  'loss  from  operations'  means  the  amount  by  which — 

"(A)  the  sum  of  the  deductions  provided  by  subsection  (d) 
exceeds 

"(B)   the  life  insurance  company's  share  of  the  investment 
yield  plus  the  sum  of  the  items  referred  to  in  subsection  (c). 
"(3)  Exception. — If  it  is  established  in  any  case  that  the 
application  of  the  definition  of  gain  from  operations  contained  in 
paragraph  (1)  results  in  the  imposition  of  tax  on  any  interest 
which  under  section  103  is  excluded  from  gross  income,  adjust- 
ment shall  be  made  to  the  extent  necessary  to  prevent  such  im- 
position. 
"(b)  Investment  Yield. — 

"(1)  Policyholder's  share. — For  purposes  of  this  subpart, 
a  portion  of  the  investment  yield  of  any  life  insurance  company 
equal  to  the  required  interest  shall  be  considered  as  received  for 
the  benefit  of  the  policyholders  and  shall  not  be  included  in  gain 
or  loss  from  operations. 

"(2)  Life  insurance  company's  share. — For  purposes  of  this 
subpart,  the  life  insurance  company's  share  of  the  investment 
yield  is  an  amount  equal  to  the  investment  yield  (as  defined  in 
section  804(c))  minus  the  required  interest. 

"(3)  Required  interest. — For  purposes  of  this  part,  the  re- 
quired interest  for  any  taxable  year  is  the  sum  of  the  products 
obtained  by  multiplying — 

"(A)  each  rate  of  interest  required,  or  assumed  by  the 
taxpayer,  in  calculating  the  reserves  described  in  section 
810(c),  by 
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"(B)  the  means  of  the  amount  of  such  reserves  computed 
at  that  rate  at  the  beginning  and  end  of  the  taxable  year. 
On  page  22,  lines  7  and  8,  strike  out  "Each  item  of"  and  insert 
"Each". 

On  page  22,  strike  out  lines  11,  12,  13,  14,  and  insert: 

"(4)  Other  amount. — All  amounts,  not  included  in  comput- 
ing investment  yield  and  not  included  under  paragraph  (1),  (2), 
or  (3),  which  under  this  subtitle  are  includible  in  gross  income. 
On  page  23,  lines  4  and  5,  strike  out  "Each  item  of"  and  insert 
"The". 
On  page  23,  line  15,  strike  out  "804(c)(9)"  and  insert  "804(b)(4)". 
On  page  24,  after  line  16,  insert: 

"(9)  Tax-exempt    interest,    etc.-  The   deduction   for    tax 
exempt  interest,   partially   tax-exempt  interest,    and   dividends 
received  provided  by  subsection  (f). 

"(10)  Investment    expenses. — Investment   expenses   to   the 
extent  not   allowed   as   a   deduction   in   computing  investment 
yield." 
On  page  24,  lines  17  and  25,  strike  out  "(9)"  and  insert  "(11)". 
On  page  26,  beginning  with  line  8,  strike  out  all  through  line  7  on 
page  27  (paragraphs  (6)  and  (7)  of  section  809(e)). 

On  page  27,  beginning  with  line  8,  strike  out  all  through  line  21, 
page  28  (subsection  (f)  of  section  809),  and  insert: 

"(f)  Life  Insurance  Company's  Share  of  Tax-Exempt 
Interest,  Etc. — 

"(1)  Deductions  allowed. — For  purposes  of  this  subpart, 
there  shall  be  allowed  as  a  deduction  the  sum  of  the  life  insurance 
company's  share  of  the  following  items : 

"(A)   the  interest  which   under  section   103  is  excluded 
from  gross  income, 

"(B)    the    deduction    for    partially    tax-exempt    interest 
(determined  under  paragraph  (3)),  and 

"(C)   the  deduction  for  dividends  received  provided  by 

sections  243,  244,  and  245. 

"(2)  Life  insurance  company's  share. — The  life  insurance 

company's  share  of  each  item  described  in  paragraph  (1)  is  an 

amount  equal  to  the  amount  of  such  item  multiplied  by  the 

ratio — 

"(A)  the  numerator  of  which  is  the  life  insurance  com- 
pany's share  of  the  investment  yield,  and 

"(B)  the  denominator  of  which  is  the  investment  yield. 
"(3)  Partially  tax-exempt  interest. — The  deduction  re- 
ferred to  in  paragraph  (1)(B)  is  an  amount  which  bears  the  same 
ratio  to  the  amount  allowable  as  a  deduction  under  section  242 
(relating  to  deduction  for  partially  tax-exempt  interest)  as — 

"(A)  the  normal  tax  rate  for  the  taxable  year  prescribed 
by  section  1 1 ,  bears  to 

"(B)  the  sum  of  the  normal  tax  rate  and  surtax  rate  for 
the  taxable  year  prescribed  by  section  1 1 . 
"(4)  Limitation  on  dividends  received. — In  applying  sec- 
tion   246(b)    (relating    to    limitation    on   aggregate    amount   of 
deductions) — 
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"(A)  the  limit  on  the  aggregate  amount  of  the  deductions 
allowed  by  sections  243(a),  244,  and  245  shall  be  85  percent 
of  the  gain  from  operations  computed  without  regard  to — 
"(i)    the    deductions    provided    by    paragraphs    (3), 
(6),  and  (7)  of  subsection  (d), 

"(ii)  the  operations  loss  deduction,  and 
"(hi)  the  deductions  allowed  by  sections  243(a),  244, 
and  245,  but 
"(B)  such  limit  shall  not  apply  for  any  taxable  year  for 
which  there  is  a  loss  from  operations. 
On  page  29,  line  1,  strike  out  "(after  the  application  of  subsection 

On  page  29,  beginning  with  line  15,  strike  out  all  through  line  3  on 
page  30,  and  insert : 

"(a)  Adjustment  for  Decrease.— -If  the  sum  of  the  items  de- 
scribed in  subsection  (c)  as  of  the  beginning  of  the  taxable  year  exceeds 
the  sum  of  such  items  as  of  the  close  of  the  taxable  year  (reduced  by 
the  amount  of  the  required  interest  for  the  taxable  year),  the  excess 
shall  be  taken  into  account  as  a  net  decrease  referred  to  in  section 
809(c)(2). 

"(b)  Adjustment  for  Increase. — If  the  sum  of  the  items  de- 
scribed in  subsection  (c)  as  of  the  close  of  the  taxable  year  (reduced 
by  the  amount  of  the  required  interest  for  the  taxable  year)  exceeds 
the  sum  of  such  items  as  of  the  beginning  of  the  taxable  year,  the  excess 
shall  be  taken  into  account  as  a  net  increase  referred  to  in  section 
809(d)(2). 

On  page  34,  line  3,  strike  out  "an  item  of"  and  insert  "a". 

O 


